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The U.S. External Pos i t i on  

This afternoon we w i l l  provide a long-term perspective on the 

external  pos i t i on  o f  t he  United States. Our presentation w i l l  use the 

package o f  mater ia ls  t h a t  has been d i s t r i b u t e d  t o  you and w i l l  be i n  three 

parts. 

F i r s t ,  Peter Hooper w i l l  analyze how we got t o  where we are, 

focusing on t h e  unprecedented d e f i c i t  now being observed i n  the  U.S. current 

account. 

Peter I sa rd  then w i l l  discuss where the  present h igh l eve l  of the 

d o l l a r  i f  i t  were maintained -- would take us. i n  t e r m s  o f  our current 

account and our external investment pos i t ion.  

F ina l l y ,  Dale Henderson w i l l  consider the impl icat ions of 

a l t e r n a t i v e  scenarios -- embodying both exogenous and policy-induced 

dec l ines i n  t h e  do l la r .  

Le t  me t u r n  t o  Mr. Hooper. 
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Peter  Hooper 
Par t  I 

The f i r s t  char t  i n  the  package o f  ma te r ia l s  places recent  

movements i n  the  U.S. cu r ren t  account i n  a h i s t o r i c a l  perspect ive.  As 

shown i n  t h e  top  panel, t h e  Uni ted States ran  a cu r ren t  account surp lus,  

on average, dur ing  most o f  the  post-war period. The cu r ren t  account was 

about i n  balance i n  1980, but  it has dropped sharp ly  over the past two 

years,  reaching an estimated d e f i c i t  o f  about $85 b i l l i o n  a t  an annual 

r a t e  i n  the  f i r s t  quar te r  o f  t h i s  year,  more than f i v e  t imes as l a rge  as 

any annual d e f i c i t  recorded p r i o r  t o  l a s t  year. As shown i n  the  bottom 

panel, t h e  recent dec l i ne  i n  the cu r ren t  account i s  l ess  dramatic when 

expressed r e l a t i v e  t o  GNP, bu t  i t  s t i l l  reaches a l e v e l  t h a t  i s  wel l  

ou ts ide  t h e  post-war h i s t o r i c a l  range o f  p lus  o r  minus one percent o f  

GNP . 
The top  panel of Chart 2 presents two measures of the  U.S. 

ex te rna l  investment pos i t i on ,  o r  the  l e v e l  o f  U S .  assets he ld abroad 

minus fo re ign  assets held i n  the  Uni ted States. The s o l i d  l i n e  shows t h e  

o f f i c i a l l y  recorded external  investment pos i t i on ,  and the  dashed l i n e ,  

which begins a t  t h e  recorded p o s i t i o n  i n  1948, shows movements i n  the  

cumulated cu r ren t  account. By e i t h e r  measure the  ex terna l  investment 

p o s i t i o n  has been s u b s t a n t i a l l y  p o s i t i v e  dur ing  most o f  the  past 35 

years,  c o n t r i b u t i n g  t o  a comfortable surp lus on U.S. net  investment 

income rece ip ts .  I n  recent years, the  cumulated cu r ren t  account has 

f a l l e n  s u b s t a n t i a l l y  below the  recorded ser ies.  This d i f f e r e n c e  l a r g e l y  

r e f l e c t s  recent increases i n  the  s t a t i s t i c a l  discrepancy, o r  unreported 

t ransac t ions ,  i n  t h e  U.S. i n t e r n a t i o n a l  accounts. The s o l i d  l i n e  



-3-


i m p l i c i t l y  t r e a t s  the  discrepancy as unreported cur ren t  account 

t ransact ions,  wh i l e  the  dashed l i n e  i m p l i c i t l y  t r e a t s  it as unreported 

c a p i t a l  f lows. We have reason t o  be l ieve  t h a t  much o f  the  discrepancy 

does r e f l e c t  unreported c a p i t a l  f lows, so t h a t  the recorded ser ies,  or  

t h e  s o l i d  l i n e  i n  the  chart ,  g ives an o p t i m i s t i c  p i c t u r e  o f  our present 

ex te rna l  investment pos i t ion .  

I n  any event, the  evidence po in ts  t o  a subs tan t i a l  dec l i ne  i n  

t h e  U.S. external  pos i t ion .  The developments under ly ing t h i s  dec l i ne  can 

be analyzed a t  two leve ls ,  as ou t l i ned  i n  Chart 3.  The f i r s t  invo lves  

accounting f o r  t h e  e f f e c t s  o f  the  proximate determinants o f  the  t rade  and 

non-trade components o f  the cur ren t  account. The proximate determinants 

inc lude:  (1) changes i n  U.S. p r i c e  competit iveness, (2) movements i n  t h e  

r e l a t i v e  c y c l i c a l  pos i t i ons  o f  the Uni ted Sates and i t s  major t r a d i n g  

partners,  and ( 3 )  changes i n  other  fac to rs  t h a t  have d i r e c t l y  a f f e c t e d  

t h e  cur ren t  account. These other  fac to rs  inc lude i n t e r n a t i o n a l  debt 

problems. which have a f fec ted  our exports, and changes i n  o i l  p r i ces  and 

o i l  consumption, which have a f fec ted  our imports. The second l e v e l  o f  

ana lys is  invo lves  accounting f o r  s h i f t s  i n  more fundamental f ac to rs  t h a t  

a f f e c t  t h e  cu r ren t  account i n d i r e c t l y ,  through t h e i r  impacts on the  

proximate determinants. I n  p a r t i c u l a r ,  these inc lude f i s c a l  and monetary 

po l i c ies - -here  and abroad--and other  exogenous fac to rs  a f f e c t i n g  

i n t e r n a t i o n a l  asset preferences. 

Movements i n  the  f i r s t  proximate determinant, U.S. p r i c e  

competit iveness, are ind ica ted  i n  t h e  t o p  panel o f  Chart 4, which shows 

t h e  weighted average fo re ign  exchange value o f  the d o l l a r  adjusted f o r  

r e l a t i v e  consumer pr ices.  On t h i s  index, the  d o l l a r  rose more than 40 

percent  between the f o u r t h  quar ter  o f  1980 and the  f i r s t  quar ter  o f  1984. 
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Movements i n  re la t i ve  cyc l ica l  pos i t ions are i l l u s t r a t e d  i n  the 

bottom panel, which shows real  G N P  i n  the United States and other G-10 

countries. Since the fourth quarter o f  1980, U.S. G N P  has r isen about 

three percent more than foreign G N P .  Most o f  t h i s  re la t i ve  increase took 

place over the past year, as the U.S. economy recovered faster  from a 

deeper recession i n  1982. 

Chart 5 shows U.S. exports t o  developing countries. As 

indicated by the so l i d  l ine ,  our t o t a l  exports t o  t h i s  area declined 

between 1980 and the f i r s t  quarter o f  1984. This decl ine re f lec ts ,  i n  

par t icu lar ,  the e f f o r t s  o f  countries burdened by debt t o  cu t  back on 

t h e i r  imports. U.S. exports t o  the ten major countr ies experiencing 

serious debt problems, indicated by the dashed l ine ,  f e l l  by $15 b i l l i o n  

over t h i s  period. 

Chart 6 provides a sunary  a l locat ion o f  the $85 b i l l i o n  

decl ine i n  the current account since 1980 among the main proximate 

determinants. Based, i n  part, on model simulations. we would a l locate 

about $70 b i l l i o n  t o  the decl ine i n  U.S. p r ice  competitiveness. roughly 

$20 b i l l i o n  t o  the r e l a t i v e  strength o f  the U S .  cyc l i ca l  recovery, and 

another $15 b i l l i o n  t o  the contraction of demand from developing 

countr ies wi th  debt problems. Working i n  a pos i t i ve  d i rec t ion  was a $20 

b i l l i o n  e f fec t  due t o  the decl ine i n  o i l  pr ices during t h i s  period and 

fu r the r  declines i n  domestic o i l  consumption. 

Several fundamental developments under1i e  the s h i f t s  i n  these 

proximate determinants. The change i n  U.S. f i s c a l  po l i cy  over the past 

three years has at t racted considerable attention. The top l i n e  i n  Chart 

7 shows the increase i n  the structural ,  o r  high employment, federal 

budget d e f i c i t  from i t s  low o f  $30 b i l l i o n  i n  1981. The s t ructura l  

d e f i c i t  i n  1984 i s  expected t o  have r isen by about $100 b i l l i o n  since 
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1981, o r  by about 3 percent o f  current  GNP. The cha r t  a lso  shows model-

based est imates of  t h e  e f f e c t s  o f  t h a t  increase. We est imate t h a t  t h e  

U.S. f i s c a l  expansion w i l l  increase rea l  GNP t o  a l e v e l  about 2-1/2 

percent above where it otherwise would be i n  1984, c o n t r i b u t i n g  

s u b s t a n t i a l l y  t o  the  growth o f  import demand. Assuming unchanged money 

growth, t h e  f i s c a l  expansion keeps U.S. rea l  i n t e r e s t  ra tes  about 2-1/2 

percentage po in ts  above where they otherwise would be. Taking i n t o  

account some sypathet ic  increase i n  fo re ign  i n t e r e s t  rates,  such a r i s e  

i n  U.S. i n t e r e s t  ra tes  suggests t h a t  t h e  d o l l a r  i s  about 8 percent h igher  

i n  1984 as a r e s u l t  o f  t h e  U.S. f i s c a l  expansion. 

The apprec ia t ion  o f  the  d o l l a r ,  i n  turn,  has two e f f e c t s .  

F i r s t ,  by reducing t h e  p r i c e  o f  imports, it l a r g e l y  o f f s e t s  t h e  

i n f l a t i o n a r y  e f f e c t s  o f  the  expansion, l eav ing  the  path o f  domestic 

p r i ces  about unchanged, as shown i n  l i n e  5. Second, it cont r ibu tes ,  

a long w i t h  the  expansion o f  rea l  GNP, t o  the  widening o f  the  cur ren t  

account def ic i t - -shown i n  l i n e  6. The cu r ren t  account i s  a lso  a f f e c t e d  

by the r i s e  i n  i n t e r e s t  rates,  which has a small e f f e c t  on net  investment 

income rece ip ts ,  and which tends t o  depress expor ts  t o  coun t r i es  wi th 

debt  problems. The net impact o f  the f i s c a l  expansion on the  cur ren t  

account by 1984 i s  an est imated $30 b i l l i o n  l a r g e r  d e f i c i t .  

These est imates leave most o f  the r i s e  i n  the  d o l l a r  and i t s  

impact on t h e  cu r ren t  account unexplained. This  s h o r t f a l l  cou ld  r e f l e c t ,  

a t  l e a s t  i n  par t ,  the  l i m i t a t i o n s  o f  the  models employed. I n  p a r t i c u l a r ,  

t h e  models do not  incorpora te  forward look ing  expectat ions and, 

there fore ,  miss t h e  e f f e c t s  o f  an t i c ipa ted  f u t u r e  budget d e f i c i t s  on rea l  

i n t e r e s t  ra tes  and exchange rates.  However, i t  a lso i nd i ca tes  tha t  o ther  

fundamental f a c t o r s  were i n f l uenc ing  the  d o l l a r .  



-6-


The p r i c e  adjusted d o l l a r  i s  shown again as the  s o l i d  l i n e  i n  

Chart 8. The dashed l i n e  i n  the  char t  shows the  d i f f e r e n t i a l  between 

a measure o f  U.S. long-term real  i n t e r e s t  ra tes  and a weighted average o f  

f o re ign  long-term rea l  ra tes.  I n  theory, t h i s  d i f f e r e n t i a l  provides a 

l i n k  between the  exchange r a t e  and under ly ing economic p o l i c i e s .  I n  

pract ice,  t h e  r e l a t i o n s h i p  between the  rea l  i n t e r e s t  r a t e  d i f f e r e n t i a l  

and the  real exchange ra te  has var ied considerably  i n  the  shor t  run, bu t  

it i s  ev ident  t h a t  t he  longer-run movements i n  the  two ser ies  have been 

f a i r l y  c o n s i s t e n t l y  cor re la ted  over most o f  the  f l o a t i n g - r a t e  period. 

Since mid-1979. U.S. rea l  i n t e r e s t  ra tes  have r i sen  more than 

6 percentage po in ts  r e l a t i v e  t o  fo re ign  rea l  rates. Most o f  t h i s  r i s e  

fo l lowed t h e  move t o  greater  monetary r e s t r a i n t  i n  t h e  Uni ted States than 

abroad, beginning i n  l a t e  1979. By the  t ime the  s h i f t  i n  U.S. f i s c a l  

p o l i c y  was implemented a t  t he  end o f  1981, the  i n t e r e s t  ra te  d i f f e r e n t i a l  

had begun t o  l e v e l  o f f .  Some o f  the e f f e c t s  o f  the  U.S. f i s c a l  expansion 

could have been an t i c ipa ted  e a r l i e r .  However, t he  primary e f f e c t  o f  t h a t  

expansion, against  a background o f  f i s c a l  r e s t r a i n t  abroad, was t o  keep 

the  i n t e r e s t  d i f f e r e n t i a l  from f a l l i n g  t o  a s u b s t a n t i a l l y  lower l e v e l  i n  

1982 and beyond. 

As ind ica ted  i n  the  char t ,  the  r i s e  i n  the  rea l  i n t e r e s t  

d i f f e r e n t i a l  s ince 1979, has been associated w i t h  much of  the  d o l l a r ' s  

app rec ia t i on  i n  rea l  terms. However, t he  d o l l a r  continued t o  r i s e  a f t e r  

t he  i n t e r e s t  d i f f e r e n t i a l  leve led  o f f  i n  1982. A good deal o f  t h i s  

subsequent gap nas been a t t r i b u t e d  t o  exogenous p o l i t i c a l  and economic 

developments abroad, i nc lud ing  "safe haven" considerations, t h a t  have 

s h i f t e d  preferences i n  favor  o f  dollar-denominated assets. I n  the  

absence of these factors ,  the  d o l l a r  would have been no t iceab ly  lower and 

t h e  i n t e r e s t  r a t e  d i f f e r e n t i a l  somewhat higher. 
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I n  conclusion. a rough accounting o f  the  var ious fundamental 

f ac to rs  suggests t h a t  changes i n  economic p o l i c i e s  i n  recent years can 

exp la in  most o f  the  widening o f  the cur ren t  account d e f i c i t  due t o  

c y c l i c a l  factors .  To t h e  extent t h a t  these p o l i c y  changes were 

responsib le  f o r  changes i n  rea l  i n t e r e s t  ra tes,  they could a lso  exp la in  

more than h a l f  o f  the increase i n  the d e f i c i t  due t o  reduced p r i c e  

competit iveness. This  combined e f f e c t  would amount t o  about two t h i r d s  

o f  t h e  widening o f  the cur ren t  account d e f i c i t ,  exc lud ing the  favorab le  

movement i n  o i l  imports. Much of  the remaining increase i n  the  d e f i c i t  

r e f l e c t s  t h e  e f f e c t s  o f  o ther  exogenous developments t h a t  have in f luenced 

i n t e r n a t i o n a l  asset preferences. 

M r .  I sa rd  w i l l  now cont inue our presentat ion.  
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Peter Isard 
P a r t  I1 

1 w i l l  focus on the implications f o r  our in ternat ional  accounts 

during the rest  o f  the decade i f  the d o l l a r  remains around i t s  current 

average value. I w i l l  also discuss why the s t a f f  believes that  the  

current high leve l  o f  the do l l a r  i s  not sustainable. 

The top panel o f  Chart 9 shows a simulat ion o f  how the U.S. 

merchandise trade and current account d e f i c i t s  would expand through 1990 

wi th  the average nominal foreign exchange value o f  the do l l a r  unchanged 

a t  i t s  recent index level  of 130. The lower panel shows the simulated 

values o f  key explanatory variables. The simulated values f o r  1984 and 

1985 are based on the s t a f f ' s  current Greenbook project ions, but are 

adjusted t o  be consistent wi th  the assumption tha t  the value of the 

d o l l a r  w i l l  remain constant; the Greenbook forecast i s  that  the d o l l a r  

w i l l  depreciate by roughly 15 percent by the end of  1985. The simulated 

values fo r  1986 through 1990 were derived by making s i m i l a r  adjustments 

t o  an ext rapolat ion o f  the Greenbook project ions, which assumed f a i r l y  

s i m i l a r  growth and i n f l a t i o n  rates i n  the United States and the G-10 

countries, and a somewhat higher growth ra te  f o r  the developing 

countries. The assumption o f  an unchanged value o f  the do l l a r  tends t o  

depress U.S. growth and i n f l a t i o n  and t o  st imulate foreign growth and 

i n f l a t i o n  r e l a t i v e  t o  the Greenbook forecast and i t s  extrapolat ion. 

Referr ing t o  the upper panel, the simulated values o f  the 

trade and current account de f i c t s  widen t o  around $180 b i l l i o n  i n  1990. 

Much of  the widening o f  these d e f i c i t s  occurs i n  1984. The diminishing 
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year-to-year changes i n  t h e  t rade  d e f i c i t  from 1984 through 1987 ma in l y  

r e f l e c t  th ree  fac to rs :  f i r s t ,  the wearing o f f  o f  the lagged e f f e c t s  on 

t r a d e  f lows o f  the  d o l l a r ’ s  apprec iat ion t o  date; second, a p ro jec ted  

p i c k  up i n  fo re ign  a c t i v i t y  growth and slowdown i n  U.S. a c t i v i t y  growth; 

and t h i r d ,  t h e  assumption t h a t  the d o l l a r  p r i c e  o f  o i l  w i l l  remain 

constant through 1987, which reduces temporar i l y  the  growth i n  the  va lue  

o f  imports. S t a r t i n g  i n  1988, however, t h e  t rade d e f i c i t  again begins t o  

widen by $10 t o  $15 b i l l i o n  a year, and t h a t  under ly ing  t rend  would 

cont inue i n t o  t h e  next decade had we extended our s imulat ions.  The 

per iod  beginning i n  1988 i s  one i n  which imports and exports are 

s imulated t o  be expanding a t  fa i r ly  s i m i l a r  percentage ra tes ,  and t h e  

under ly ing  t rend  i n  the  t rade d e f i c i t  r e s u l t s  from the i n i t i a l  cond i t i on  

t h a t  imports exceed exports by near ly  $150 b i l l i o n  i n  1988. It may a lso  

be noted from t h e  char t  t h a t  the  d i f f e rence  between t h e  cu r ren t  account 

and the  t rade  balance dec l ines f a i r l y  g radua l l y  and shows on ly  a small 

d e f i c i t  i n  1990. 

The explanat ion f o r  t h e  gradual dec l ine  i n  the  cur ren t  account 

r e l a t i v e  t o  t h e  t rade balance i s  s m a r i z e d  i n  Chart 10, which compares 

t h e  simulated values o f  cu r ren t  account components f o r  1990 w i t h  data f o r  

1983. The l a s t  column shows that under an unchanged do l la r ,  our n e t  

income from p o r t f o l i o  investments ( l i n e  4) would dec l ine  by $62 b i l l i o n  

from 1983 t o  1990. wh i le  our net  income from d i r e c t  investments ( l i n e  5) 

would r i s e  by $21 b i l l i o n  and our net rece ip ts  from other  services and 

t r a n s f e r s  ( l i n e  6) would increase by $15 b i l l i o n .  The dec l ine  i n  ne t  

income from p o r t f o l i o  investments mainly r e f l e c t s  the rap id  bu i ld-up of 

our  external  debt. wh i l e  a l a r g e  par t  o f  the  r i s e  i n  net d i r e c t  

investment income r e f l e c t s  a rebound i n  earnings on our e x i s t i n g  stock o f  
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d i r e c t  investments overseas as r i s i n g  fo re ign  economic growth and 

capac i ty  u t i l i z a t i o n  ra tes  lead t o  a subs tan t i a l  p ick-up i n  p r o f i t s  from 

l e v e l s  that  recen t l y  have been very depressed, and as f o r e i g n  i n f l a t i o n  

increases the  nominal value o f  those earnings. 

Given t h i s  s imu la t i on  o f  how our ex te rna l  d e f i c i t s  would expand 

i f  the  d o l l a r  remained around i t s  cu r ren t  average value, i t  i s  na tu ra l  t o  

ask whether the  c u r r e n t  s t rength  o f  t h e  d o l l a r  i s  sustainable.  One 

a n a l y t i c  framework f o r  d iscuss ing s u s t a i n a b i l i t y  i s  t o  consider  whether 

va r iab les  t h a t  seem re levan t  are p ro jec ted  t o  get  b e t t e r  o r  worse. A 

s t a r t i n g  p o i n t  i s  t h e  quest ion o f  whether the  s t a t e  o f  U.S t radab le  goods 

i n d u s t r i e s  would get b e t t e r  o r  worse. Chart 11 helps t o  address t h i s  

question. Under t h e  assumptions o f  a constant nominal exchange value o f  

t h e  d o l l a r  and i n f l a t i o n  ra tes  s l i g h t l y  h igher  i n  f o r e i g n  count r ies  than 

i n  t h e  Un i ted  States, p r i c e s  o f  U.S. t radab le  goods would decl ine 

g r a d u a l l y  r e l a t i v e  t o  p r i ces  o f  fo re ign  t radab le  goods. I n  o the r  words, 

a l though the  value o f  t h e  d o l l a r  would remain unchanged i n  nominal terms, 

i t  would deprec iate g radua l l y  i n  rea l  terms. I n  th i s  sense, U S .  

t r adab le  goods i n d u s t r i e s  as a group would b e n e f i t  g radua l l y  f r a n  an 

easing o f  the  pressures that  they have been placed under by the 

subs tan t i a l  apprec ia t ion  o f  t h e  d o l l a r  over t h e  past several  years.  The 

expansion of  economic a c t i v i t y  abroad would a lso  s t i m u l a t e  t h e  volume o f  

U.S. exports, which are  s imulated t o  recover by 1990 t o  a volume n e a r l y  

20 percent h igher  than t h e  1980 peak. Even though the  volume o f  

merchandise impor ts  a f t e r  1984 would r i s e  a t  almost the  same pace as 

expor ts ,  t h e  cont inu ing  growth o f  the  U.S. economy would lead t o  

cont inu ing  expansion i n  U.S. t radab le  goods indus t r i es .  
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Although the  pro jected s t a t e  o f  U.S. t r adab le  goods i n d u s t r i e s  

does not appear t o  suggest that the  cu r ren t  s t reng th  o f  the  d o l l a r  i s  

unsustainable.  a d i f f e r e n t  p i c t u r e  emerges from focus ing  on the  ex ten t  t o  

which t h e  Uni ted States would be r e l y i n g  on saving from abroad. I n  Chart 

12, the  t o p  panel shows t h a t  our cur ren t  account d e f i c i t ,  o r  net  c a p i t a l  

i n f l ow ,  would be absorbing a growing p ropor t i on  o f  f o r e i g n  net saving. 

Al though est imates o f  f o re ign  saving are  necessa r i l y  crude, we est imate 

t h a t  wi th an unchanged exchange r a t e  t h e  f r a c t i o n  would r i s e  t o  about 6-

1/2 percent i n  1984 and 7-1/2 percent i n  1990. The lower panel shows 

t h a t  our cu r ren t  account d e f i c i t  i s  expected t o  expand t o  about 2-1/2 

percent o f  our GNP t h i s  year and would exceed 3 percent o f  GNP i n  1990. 

I f  we extended our s imulat ions beyond 1990, we would expect these r a t i o s  

t o  cont inue t o  grow gradual ly,  r a t h e r  than t o  move back toward zero. 

An important i m p l i c a t i o n  i s  i l l u s t r a t e d  i n  Chart 13. Based on 

the est imate t h a t  our recorded external  investment p o s i t i o n  was $135 

b i l l i o n  a t  t h e  end of 1983 (which, as Hr. Hooper suggested, may we l l  

ove rs ta te  t h e  t r u e  pos i t i on ) ,  and a lso making t h e  assumption t h a t  f u t u r e  

s t a t i s t i c a l  d iscrepancies i n  the  balance of  payments accounts w i l l  

average t o  zero, the  simulated stream o f  cu r ren t  account d e f i c i t s  would 

l ead  t o  a ne t  debtor p o s i t i o n  f o r  t h e  Un i ted  States o f  around $800 

b i l l i o n  by t h e  end o f  1990. Moreover, as i nd i ca ted  i n  the  lower panel, 

t h e  stock o f  our net external  debt would expand by 1990 t o  about 14 

percent of t h e  GNP ava i l ab le  t o  serv ice t h e  debt, and t h a t  r a t i o  would 

no t  l e v e l  o f f  over the  foreseeable fu tu re .  

The prospect o f  a r i s i n g  r a t i o  o f  ex te rna l  debt t o  GNP over the  

foreseeable fu tu re  i s  the  bas is  f o r  the  s t a f f ' s  view t h a t  the  cu r ren t  

s t reng th  of t h e  d o l l a r  i s  not  sustainable over the  long run. As 
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highl ighted i n  Chart 14, i n  our view, and consistent with analy t ic  models 

o f  steady-state equi l ibr ium, an essential requirement f o r  sus ta inab i l i t y  

i s  that  our external investment pos i t ion r e l a t i v e  t o  GNP must s tab i l i ze .  

On the assumption that  fore ign GNP and wealth variables w i l l  grow a t  

about the same ra te  as U.S. GNP over the long run, our sus ta inab i l i t y  

c r i t e r i o n  i s  a l s o  a requirement fo r  s t a b i l i z i n g  the share o f  U.S. debt i n  

the  po r t fo l i os  o f  foreign wealth holders. As an approximation, meeting 

the sus ta inab i l i t y  c r i t e r i o n  requires tha t  the d o l l a r  depreciate, i n  rea l  

terms, s u f f i c i e n t l y  t o  el iminate the trade d e f i c i t .  With the trade 

accounts roughly i n  balance, the growth ra te  o f  the stock o f  net external 

debt would be approximately equal t o  the nominal in te res t  rate, since the 

change i n  the  external debt -- namely, the current account d e f i c i t  

would be approximately equal t o  net investment income payments, or  t o  the 

stock o f  debt mu l t i p l i ed  by the nominal i n te res t  rate. Thus, t o  the  

extent t ha t  the nominal i n te res t  ra te can be expected t o  be approximately 

equal i n  the long run t o  the growth ra te  o f  nominal GNP,  with the trade 

accounts roughly i n  balance over the long run, the growth rates o f  

external debt and nominal GNP could be expected t o  be approximately the 

same, thus sa t is fy ing  the sus ta inab i l i t y  c r i t e r i on .  

The issue o f  sus ta inab i l i t y  should be dist inguished fran 

considerations of des i rab i l i t y ,  which are  also highl ighted i n  the chart.  

I n  the short run, the strength o f  the d o l l a r  and our current account 

d e f i c i t  provide several benefi ts. Our current account d e f i c i t  reduces 

the upward pressure on domestic i n te res t  rates that  would develop if 

large federal budget d e f i c i t s  and growing pr iva te  domestic demands fo r  

c r e d i t  had t o  be financed fran domestic saving alone. Moreover, the 

growth of U.S. imports has expansionary e f fec ts  on economic a c t i v i t y  
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abroad and eases the  process o f  adjustment i n  count r ies  burdened w i t h  

debt. Over t h e  longer  run, judgements about d e s i r a b i l i t y  can be framed 

i n  terms o f  two questions. To what extent i s  borrowing from abroad 

leading t o  greater  c a p i t a l  format ion i n  t h e  Un i ted  States? And i s  

borrowing by t h e  United States consis tent  w i t h  an e f f i c i e n t  and equ i tab le  

a l l o c a t i o n  o f  wor ld  saving t h a t  i s ,  w i t h  wor ld  saving being channeled 

i n t o  count r ies  where i t  can be invested most p roduc t ive ly ,  o r  where it i s  

des i red  t o  support consumption l e v e l s  t h a t  are considered t o  be 

appropr ia te  on t h e  basis o f  wel fare judgements? 

While these issues o f  d e s i r a b i l i t y  are important,  a more 

cen t ra l  focus o f  our presentat ion today i s  on t h e  issue o f  

s u s t a i n a b i l i t y .  which Mr .  Henderson w i l l  now address f u r t h e r .  
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Dale W. Henderson 
Par t  111 

According t o  t h e  ana lys is  presented by Mr. Isard,  i f  t h e  

f o r e i g n  exchange value o f  the d o l l a r  were t o  remain a t  i t s  cu r ren t  h igh  

l e v e l ,  t h e  U.S. ex te rna l  p o s i t i o n  would be unsustainable, i n  t h e  sense 

t h a t  our ne t  external  debt would cont inue t o  r i s e  r e l a t i v e  t o  our GNP. 

Such ana lys i s  has l e d  many observers t o  conclude t h a t  sooner o r  l a t e r  

t h e r e  will be a subs tan t i a l  drop i n  t h e  exchange value o f  t h e  d o l l a r .  

Therefore, I w i l l  f i r s t  d iscuss t h e  i m p l i c a t i o n s  o f  two poss ib le  paths o f  

d o l l a r  deprec ia t ion  t h a t  are shown i n  Chart 15. 

I n  each case, t h e  d o l l a r ' s  deprec ia t ion  i s  assumed t o  be caused 

by a s h i f t  i n  market sentiment against  t h e  d o l l a r  w i t h  no change i n  U.S. 

o r  f o r e i g n  economic p o l i c i e s .  This s h i f t  might resul t  frm a negat ive 

reappra isa l  o f  the U.S. ex te rna l  p o s i t f o n  o r  a reduc t ion  i n  "safe haven" 

demand f o r  d o l l a r  assets. The path o f  gradual deprec la t ion  i s  the  pa th  

p ro jec ted  by t h e  S t a f f  i n  t h e  Greenbook p lus  an extens ion through e a r l y  

1988. Along t h i s  path t h e  d o l l a r  f a l l s  from i t s  cu r ren t  l e v e l  t o  about 

i t s  average l e v e l  f o r  t h e  f l o a t i n g  r a t e  pe r iod  through 1980 -- a t o t a l  

dep rec ia t i on  o f  about 30 percent. Deprec iat ion could f o l l o w  t h i s  pa th  I f  

a l l  p r i v a t e  agents g radua l ly  rev ised t h e i r  views about the  prospects f o r  

t h e  d o l l a r  o r  i f  some groups rev ised t h e i r  views l a t e r  than others. 

Another poss ib le  path i s  t h e  path o f  r a p i d  depreciat ion.  Along t h i s  

path, t h e  d o l l a r  f a l l s  over two years from i t s  cu r ren t  l e v e l  t o  one t h a t  

i s  roughly consis tent  w i t h  a sus ta inab le  ex te rna l  p o s i t i o n  -- a t o t a l  

dep rec ia t i on  o f  about 45 percent. Th is  path might be generated by an 

abrupt  change i n  op in ion  about t h e  i m p l i c a t i o n s  o f  t h e  cur ren t  value o f  

t h e  d o l l a r  f o r  our  ex te rna l  pos i t ion .  
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The e f f e c t s  o f  t he  two deprec iat ions on the  U.S. external  

p o s i t i o n  are shown i n  Chart 16. As shown i n  the  top  panel, both the  

gradual deprec ia t ion  and the  rap id  deprec ia t ion  contract  the  cur ren t  

account d e f i c i t  r e l a t i v e  t o  the l e v e l  imp l i ed  by an unchanged do l l a r .  

However, as shown i n  the  bottom panel on ly  the  r a p i d  deprec ia t ion  

generates a sustalnable U.S. ex te rna l  p o s i t i o n  by stopping the  dec l ine  

i n  the external  investment pos i t i on  r e l a t i v e  t o  GNP. The deprec iat ion 

requi red f o r  s u s t a i n a b i l i t y  is l a r g e r  than the  one that would be 

necessary t o  r e t u r n  t o  h i s t o r i c a l  exchange r a t e  re la t i onsh ips  because it 

must compensate f o r  a permanently lower l e v e l  o f  demand f o r  our expor ts  

by both developed and developing countr ies. 

Chart 17 shows some o f  t he  e f f e c t s  o f  t he  two hypothe t ica l  

deprec ia t ion  paths on the  U.S. economy. As shown i n  the  top panel, U.S. 

rea l  GNP i s  i n i t i a l l y  higher w i th  the  deprec iat ions than w i t h  an 

unchanged d o l l a r  because the  depreciat ions s t imu la te  demand f o r  U.S. 

goods. However, r e a l  GNP i s  subsequently lower because demand i s  choked 

off by i n t e r e s t  r a t e  increases. The average annual growth r a t e  o f  rea l  

GNP along a l l  three paths i s  about 3 percent. 

The bottom panel ind ica tes  the  extent  t o  which the  

depreciat ions a f f e c t  the  r a t e  o f  consumer p r i c e  i n f l a t i o n  both d i r e c t l y ,  

through the  p r i c e  o f  imports, and i n d i r e c t l y ,  through the  l e v e l  of 

econcinic a c t i v i t y .  The i n f l a t i o n  rate, l i k e  rea l  GNP, i s  f i r s t  h igher  

and l a t e r  lower than w i th  an unchanged do l l a r .  I n  1985 and 19R6, 

i n f l a t i o n  i s  2 percentage po in ts  h igher  w i t h  the  gradual deprec ia t ion  and 

3 percentage po in ts  higher w i t h  the r a p i d  depreciat ion. For both 

deprec iat ions the  l e v e l  o f  consumer p r i c e s  i s  always higher. 
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As shown i n  Chart 18. g iven an unchanged path o f  money, t he  

i n i t i a l  increases i n  GNP and p r i c e s  l ead  t o  subs tan t i a l  increases 

i n  the  Treasury b i l l  rate. These increases exp la in  why r e a l  GNP i s  

eventua l l y  lower f o r  a t ime than w i t h  an unchanged do l l a r .  The 

deprec iat ions have cont rac t ionary  e f f e c t s  abroad; weighted average 

f o r e i g n  rea l  GNP and consumer p r i c e  i n f l a t i o n  are lower throughout t h e  

s imu la t i on  horizon. 

So f a r  I have discussed the  i m p l i c a t i o n s  o f  exchange r a t e  

changes t h a t  might r e s u l t  f r a n  a s h i f t  i n  market sentiment w i t h  no change 

i n  economic po l i c ies .  The gradual deprec ia t ion  by i t s e l f  does not appear 

t o  be enough t o  s t a b i l i z e  t h e  r a t i o  o f  t he  ex terna l  investment p o s i t i o n  

t o  GNP by 1990. However, the  gradual deprec ia t ion  combined with 

p l a u s i b l e  p o l i c y  act ions can achieve t h i s  resu l t .  I w i l l  consider t h e  

i m p l i c a t i o n s  o f  two poss ib le  p o l i c y  scenarios. The f i r s t  i s  a f i s c a l  

con t rac t i on  w i t h  no change i n  monetary po l i cy .  The second i s  a change i n  

t h e  p o l i c y  mix. t h a t  invo lves  t h e  same f i s c a l  con t rac t ion  accompanied by 

a monetary expansion s u f f i c i e n t  t o  keep r e a l  GNP roughly unchanged. I n  

bo th  cases, the  f i s c a l  con t rac t ion  represents a 40 percent reduct ion i n  

the  s t r u c t u r a l  budget d e f i c i t  beginning i n  1986. 

Chart 19 shows how the  two p o l i c y  ac t ions  a f f e c t  t he  exchange 

va lue o f  the d o l l a r .  As you have already seen, the  d o l l a r  depreciates 

s i g n i f i c a n t l y  along the  gradual deprec ia t ion  path. I t s  value i s  even 

lower w i t h  the  p o l i c y  ac t ions  -- an average o f  4 percent lower w i t h  t h e  

f i s c a l  con t rac t i on  and 11 percent lower w i t h  the  change i n  p o l i c y  mix. 

The d o l l a r  i s  lower with the  p o l i c y  ac t ions  because U.S. i n t e r e s t  ra tes  

are lower. 
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Chart 20 shows how both p o l i c y  ac t ions  re in fo rce  t h e  e f f e c t s  o f  

the  gradual deprec ia t ion  alone on the  U.S. external  pos i t ion .  As 

i nd i ca ted  i n  the  top  panel, both act ions lead t o  subs tan t ia l  narrowing o f  

the  U.S. cur ren t  account d e f i c i t  i n  t h e  l a s t  f i v e  years o f  the  decade. 

These reduct ions occur because the value o f  t h e  d o l l a r  and U.S. i n t e r e s t  

ra tes  are lower with both actions. I n  add i t ion ,  U.S. GNP and p r i ces  are 

lower w i t h  t h e  f i s c a l  contract ion.  The e f f e c t  o f  t h e  change I n  mix i s  

g rea ter  than t h a t  o f  t h e  f i s c a l  con t rac t i on  because t h e  decreases i n  t h e  

value of the d o l l a r  and U.S. i n t e r e s t  ra tes  are so much larger .  As 

i nd i ca ted  i n  the  bottom panel, combining e i t h e r  p o l i c y  ac t i on  w i t h  a 

gradual deprec ia t ion  y i e l d s  a roughly susta inable ex terna l  pos i t ion .  

With t h e  f i s c a l  con t rac t i on  the  U.S. ex te rna l  investment p o s i t i o n  

r e l a t i v e  t o  GNP stops dec l i n ing  by t h e  end o f  the  s imu la t ion  period. 

With the change i n  mix that  r a t i o  a c t u a l l y  s t a r t s  t o  r i se .  

Some o f  the e f fec ts  o f  t h e  two p o l i c y  act ions on t h e  U.S. 

economy are s u n a r i z e d  i n  Chart 21. As shown i n  the  top panel, with the 

change i n  p o l i c y  mix, r e a l  GNP fo l lows the  gradual deprec ia t ion  path by 

assumption. With the  f i s c a l  con t rac t i on  alone, rea l  GNP i s  below t h e  

gradual deprec ia t ion  path from the  f o u r t h  qua r te r  o f  1985 on by an averge 

of one percent. The bottom panel shows t h e  impacts o f  the  p o l i c y  ac t ions  

on the r a t e  o f  consumer p r i c e  i n f l a t i o n .  With the  f i s c a l  cont ract ion,  

i n f l a t i o n  i s  i n i t i a l l y  h igher  than w i thout  it, because o f  the  add i t i ona l  

dep rec ia t i on  o f  t h e  do l l a r .  However, t h e  e f f e c t s  o f  t h e  add i t i ona l  

deprec ia t ion  are  t r a n s i t o r y ,  and i n f l a t i o n  i s  eventua l l y  lower  because o f  

t h e  reduced l e v e l  o f  economic a c t i v i t y .  With t h e  change i n  p o l i c y  mix. 

t h e  increase i n  i n f l a t i o n  i s  more pronounced and longer  l a s t i n g  than w i t h  
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t h e  f i s c a l  con t rac t i on  because the re  i s  even more add i t i ona l  deprec iat ion.  

According t o  the  t o p  panel o f  Chart 22, w i t h  t h e  f i s c a l  

con t rac t i on  t h e  Treasury b i l l  r a t e  i s  lower by an amount t h a t  reaches two 

percentage points.  The b i l l  r a t e  i s  lower because nominal GNP i s  lower. 

The change i n  p o l i c y  mix generates a much more r a p i d  and l a r g e r  drop i n  

t h e  pa th  o f  t h e  b i l l  r a t e  because i n t e r e s t  ra tes  must f a l l  by enough t o  

keep t h e  path o f  GNP unchanged i n  t h e  face o f  t h e  f i s c a l  cont ract ion.  

These decreases i n  the  i n t e r e s t  ra te  exp la in  why bo th  p o l i c y  ac t i ons  

cause a d d i t i o n a l  d o l l a r  deprec ia t ion  and why t h e  change i n  mix causes 

more. 

The bottom panel o f  Chart 22 shows t h a t  bo th  p o l i c y  ac t ions  

generate s i g n i f i c a n t  improvements i n  the  federa l  budget d e f i c i t .  With 

t h e  f i s c a l  con t rac t i on  t h e  d e f i c i t  i s  reduced by an amount t h a t  reaches 

$95 b i l l i o n  by t h e  end o f  t h e  s imu la t ion  horizon. The reduc f ion  i n  t h e  

ac tua l  d e f i c i t  i s  less  than the reduc t ion  i n  t h e  s t r u c t u r a l  d e f i c i t  

because the  decrease i n  nominal GNP leads t o  a loss i n  tax  revenues t h a t  

more than o f f s e t s  the  dec l i ne  i n  i n t e r e s t  payments. With t h e  change i n  

p o l i c y  mix, t h e  d e f i c i t  i s  reduced by an amount t h a t  reaches $140 b i l l i o n  

by 1990. The reduc t ion  i n  t h e  actual  d e f i c i t  i s  g rea ter  than t h e  

reduc t i on  i n  t h e  s t r u c t u r a l  d e f i c i t  because the  p r i c e  l e v e l  and, 

there fore ,  nominal income and tax  revenues are h igher  and because 

i n t e r e s t  payments are lower. 

Both p o l i c y  ac t ions  have r e l a t i v e l y  small e f fec ts  abroad. The 

U.S. f i s c a l  con t rac t i on  s l i g h t l y  reduces f o r e i g n  r e a l  GNP and f o r e i g n  

i n f l a t i o n  dur ing  the  l a s t  f i v e  years o f  the  decade. I n  t h e  case of t h e  

change i n  the  U.S. p o l i c y  mix -- o f t e n  suggested by Europeans -- f o r e i g n  

r e a l  GNP i s  roughly unchanged compared t o  j u s t  a gradual deprec ia t ion  
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whi le  fo re ign  i n f l a t i o n  i s  reduced by somewhat l ess  than 1 percent on 

average over t h e  s imulat ion period. 

Let me summarize the  presentat ion we have made t h i s  afternoon. 

The enlargement o f  the U.S. cur ren t  account d e f i c i t  i n  the  1980's can be 

d i r e c t l y  a t t r i b u t e d  t o  t h e  sharp reduct ion i n  U.S. p r i c e  competit iveness 

and, t o  a l esse r  extent, t o  t h e  r e l a t i v e  s t rength  o f  the  U.S. recovery 

and reduced impor ts  by developing countr ies.  I n  turn, these developments 

can be t raced  i n  l a r g e  p a r t  t o  changes i n  monetary and f i s c a l  p o l i c i e s  a t  

home and abroad and, i n  t h e  case o f  t h e  reduc t ion  i n  p r i c e  

competitiveness, t o  a s h i f t  i n  asset preferences i n  favo r  o f  t h e  do l l a r .  

I n  our  view an unchanged d o l l a r  exchange r a t e  imp l i es  a U.S. 

external  p o s i t i o n  t h a t  i s  not susta inable i n  t h e  long run because our net 

ex terna l  debt would r i s e  f a s t e r  than our nominal GNP. 

Our scenarios i l l u s t r a t e  several ways i n  which the  r a t i o  o f  o u r  

ex te rna l  investment p o s i t i o n  t o  GNP could be s tab l i zed  by 1990. One 

p o s s i b i l i t y  i s  an abrupt s h i f t  i n  market sentiment away from the d o l l a r  

t h a t  generates a rap id  deprec ia t ion  of the  d o l l a r  by 45 percent from i t s  

cu r ren t  h igh  l eve l .  Another p o s s i b i l i t y  i s  a more gradual s h i f t  i n  

sentiment away from the  d o l l a r  t h a t  takes t h e  d o l l a r  down t o  h i s t o r i c a l  

average l e v e l s  combined with one o r  another p laus ib le  U.S. macroeconomic 

p o l i c y  a c t i o n  t h a t  takes the d o l l a r  somewhat lower  f o r  a t o t a l  

deprec ia t ion  o f  35 t o  40 percent. 

F i n a l l y ,  I would l i k e  t o  emphasize t h a t  our scenarios are 

intended t o  be i l l u s t r a t i v e  o f  the  general process o f  cor rec t ion :  a 

s t a b l e  r a t i o  of net  external  debt t o  GNP could be achieved by other  

combinations o f  changes i n  sentiment about t h e  d o l l a r  and p o l i c y  ac t i ons  

here and abroad. Moreover, a s tab le  r a t i o  need not be achieved by 1990. 




